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This paper investigates evidence of prior month maximum daily returns (MAX) in 
predicting future monthly returns in five African stock markets, i.e. Egypt, Kenya, 
Morocco, Nigeria and South Africa. First, we report evidence of a negative MAX effect 
in the pooled five African stock markets, after controlling for well-documented return 
predictors like beta, size, book-to-market, momentum, short-term reversal, illiquidity, and 
skewness, which confirms recent findings of Bali et al. (2011) in the U.S stock markets. 
However, we only find a significant negative MAX effects in South African and 
Moroccan markets, but not in other individual stock markets. Second, we report evidence 
of negative idiosyncratic volatility effect in the pooled African stock markets. Third, we 
find that controlling for MAX in the cross-sectional regression of returns removes the 
idiosyncratic volatility predictive ability in the pooled African stock markets, hence 
justifying MAX as the real effect for which idiosyncratic volatility is just a proxy. We 
also find distinct coexistence of MAX effect and IVOL puzzle in the South African stock 
markets. The empirical results emphasize the importance of country verification for 
financial anomalies detected in developed markets and contribute to the literature of 
financial anomalies in regional stock markets. 
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Chapter 1 Introduction 
1.1 Introduction 
Recent studies made emphasis on the potential impact of gambling and 
speculation in influencing returns on stocks. For instance, Kumar (2009) finds that 
individual investors are drawn to high idiosyncratic volatility, high idiosyncratic 
skewness and low priced lottery-type stocks. These type of stocks on average, generates 
significantly negative alphas. These behavioral approach of investors’ preference for 
lottery-like assets is consistent with Cumulative Prospect Theory of Tverksy and 
Kahneman, (1992) as later reviewed and modeled in Barberis and Huang (2008), which 
shows that overweighting errors leads investors to overvalue stocks with a small tendency 
of extreme positive returns. Barber and Odean (2008) studies affirm that the inclination to 
gamble may also be reemphasized by the propensity for myopic investors to go for eye-
catching striking stocks, such as stocks with a day extreme returns and unusual trading 
volume. These explanations are also consistent with Brunnermeier et al. (2007) optimal 
belief studies which show that, investors optimally decide to truncate their common 
perceptions about subsequent tendencies  to currently enjoy utility at its’ maximum. 
Brunnermeier et al. (2005) Hence documents that such investors optimal beliefs results to 
preference for lottery-like assets, under-diversified portfolios and low return probabilities 
for such lottery-type of stocks. Supporting these already existing evidence, Bali et al. 
(2011) examined stock extreme returns using the maximum daily return over the prior 
month in a cross-sectional return regression of stocks in the U.S stock market, they find a 
significant negative relationship between maximum daily return (MAX) over the prior 
month and subsequent monthly returns. Bali et al. (2011) referred to this phenomenon as 
the MAX effect. Furthermore, Bali et al. (2011) report that the significant and negative 
MAX effect still holds even after controlling certain key variables such as size, book-to-
market, skewness, momentum effect, short term reversals, and illiquidity. They also 
documented a reversal of the already documented negative relation existing between 
idiosyncratic volatility and future stock returns. The probable cause for this phenomenon 
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investors with poorly diversified portfolios; their strong desire for lottery-kind stocks, 
thus, affecting stock prices and subsequent returns. 
Following Bali et al. (2011) findings on MAX effect, several empirical studies 
have begun to carry out different research to determine an out of sample evidence of 
MAX effect in global stock markets. For example, Annaert et al. (2013) examined and 
supported evidence of MAX effect in 13 European countries. Walkshausl (2014) also 
verified and found evidence of MAX effect existing in 11 European Monetary Union 
Countries. Zhong & Gray (2016) documents evidence of MAX effect in Australian 
Market. In addition to the existing international out of sample evidence, other researchers 
have succeeded in carrying out empirical studies to examine evidence of the MAX effect 
in emerging stock markets. For example, Nartea et al. (2014) documented findings on the 
existence of the MAX effect in South Korea stock market. Nartea et al. (2017) show 
evidence of the MAX effect in China, interestingly, they find this phenomenon stronger 
when the holding period is extended from one to three and six months.  Cheon & Lee 
(2014) examined the existence of Max effect across Europe, America, and Asia using 
data from 44 countries for 1990 to 2012. They document a negative relation existing 
between MAX and subsequent stock returns across the 44 countries. It is worthy of 
mention that all these out of sample exploration confirms the evidence of MAX effect in 
the respective geographical regions. 
Prior to findings of Bali et al. (2011) on MAX in the U.S and other documented 
out of sample evidence in the international and emerging markets, Ang et al. (2006, 2009) 
presented evidence of a negative relationship between the idiosyncratic volatility and 
expected stock returns in 23 developed countries, this has been termed “idiosyncratic 
volatility puzzle”.  Following Ang et al (2006, 2009) findings, several researchers have 
argued immensely as to the possible causes of the phenomenon (Bali and Cakici, 2008; 
Fu, 2009; Nartea et al. 2011; Bali et.al, 2011, etc.). Moving forward, recent studies by 
Hou and Loh (2016) documented a comprehensive investigation of existing findings 
relating to solving the puzzle, by basically grouping the different explanations into three 
categories. Firstly, idiosyncratic volatility puzzle is attributable to investors’ preference 
for lottery-kind stocks (with proxies such as skewness, co-skewness, MAX, retail trading 
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